
299 

Internal Revenue Service, Treasury § 1.863–8 

(e) Cross references. See § 1.861–9T(b) 
for the allocation of expense to certain 
notional principal contracts. For rules 
relating to the source of income from 
nonfunctional currency notional prin-
cipal contracts, see § 1.9 88–4T. For 
rules relating to the taxable amount of 
notional principal contract income al-
locable under this section to sources 
inside or outside the United States, see 
§ 1.863–1(c). 

[T.D. 8330, 56 FR 1362, Jan. 14, 1991] 

§ 1.863–8 Source of income derived 
from space and ocean activity 
under section 863(d). 

(a) In general. Income of a United 
States or a foreign person derived from 
space and ocean activity (space and 
ocean income) is sourced under the 
rules of this section, notwithstanding 
any other provision, including sections 
861, 862, 863, and 865. A taxpayer will 
not be considered to derive income 
from space or ocean activity, as de-
fined in paragraph (d) of this section, if 
such activity is performed by another 
person, subject to the rules for the 
treatment of consolidated groups in 
§ 1.1502–13. 

(b) Source of gross income from space 
and ocean activity—(1) Space and ocean 
income derived by a United States person. 
Space and ocean income derived by a 
United States person is income from 
sources within the United States. How-
ever, space and ocean income derived 
by a United States person is income 
from sources without the United States 
to the extent the income, based on all 
the facts and circumstances, is attrib-
utable to functions performed, re-
sources employed, or risks assumed in 
a foreign country or countries. 

(2) Space and ocean income derived by a 
foreign person—(i) In general. Space and 
ocean income derived by a person other 
than a United States person is income 
from sources without the United 
States, except as otherwise provided in 
this paragraph (b)(2). 

(ii) Space and ocean income derived by 
a controlled foreign corporation. Space 
and ocean income derived by a con-
trolled foreign corporation within the 
meaning of section 957 (CFC) is income 
from sources within the United States. 
However, space and ocean income de-
rived by a CFC is income from sources 

without the United States to the ex-
tent the income, based on all the facts 
and circumstances, is attributable to 
functions performed, resources em-
ployed, or risks assumed in a foreign 
country or countries. 

(iii) Space and ocean income derived by 
foreign persons engaged in a trade or 
business within the United States. Space 
and ocean income derived by a foreign 
person (other than a CFC) engaged in a 
trade or business within the United 
States is income from sources within 
the United States to the extent the in-
come, based on all the facts and cir-
cumstances, is attributable to func-
tions performed, resources employed, 
or risks assumed within the United 
States. 

(3) Source rules for income from certain 
sales of property—(i) Sales of purchased 
property. When a taxpayer sells pur-
chased property in space or inter-
national water, the source of gross in-
come from the sale generally will be 
determined under paragraph (b)(1) or 
(2) of this section, as applicable. How-
ever, if such property is inventory 
property within the meaning of section 
1221(a)(1) (inventory property) and is 
sold for use, consumption, or disposi-
tion outside space and international 
water, the source of income from the 
sale will be determined under § 1.861– 
7(c). 

(ii) Sales of property produced by the 
taxpayer—(A) General. If the taxpayer 
both produces property and sells such 
property, the taxpayer must allocate 
gross income from such sales between 
production activity and sales activity 
under the 50/50 method. Under the 50/50 
method, one-half of the taxpayer’s 
gross income will be considered income 
allocable to production activity, and 
the source of that income will be deter-
mined under paragraph (b)(3)(ii)(B) or 
(C) of this section. The remaining one- 
half of such gross income will be con-
sidered income allocable to sales activ-
ity, and the source of that income will 
be determined under paragraph 
(b)(3)(ii)(D) of this section. 

(B) Production only in space or inter-
national water, or only outside space and 
international water. When production 
occurs only in space or international 
water, income allocable to production 
activity is sourced under paragraph 
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(b)(1) or (2) of this section, as applica-
ble. When production occurs only out-
side space and international water, in-
come allocable to production activity 
is sourced under § 1.863–3(c)(1). 

(C) Production both in space or inter-
national water and outside space and 
international water. When property is 
produced both in space or international 
water and outside space and inter-
national water, gross income allocable 
to production activity must be allo-
cated to production occurring in space 
or international water and production 
occurring outside space and inter-
national water. Such gross income is 
allocated to production activity occur-
ring in space or international water to 
the extent the income, based on all the 
facts and circumstances, is attrib-
utable to functions performed, re-
sources employed, or risks assumed in 
space or international water. The bal-
ance of such gross income is allocated 
to production activity occurring out-
side space and international water. The 
source of gross income allocable to pro-
duction activity in space or inter-
national water is determined under 
paragraph (b)(1) or (2) of this section, 
as applicable. The source of gross in-
come allocated to production activity 
occurring outside space and inter-
national water is determined under 
§ 1.863–3(c)(1). 

(D) Source of income allocable to sales 
activity. When property produced by the 
taxpayer is sold outside space and 
international water, the source of gross 
income allocable to sales activity will 
be determined under §§ 1.861–7(c) and 
1.863–3(c)(2). When property produced 
by the taxpayer is sold in space or 
international water, the source of gross 
income allocable to sales activity gen-
erally will be determined under para-
graph (b)(1) or (2) of this section, as ap-
plicable. However, if such property is 
inventory property within the meaning 
of section 1221(a)(1) and is sold in space 
or international water for use, con-
sumption, or disposition outside space, 
international water, and the United 
States, the source of gross income allo-
cable to sales activity will be deter-
mined under §§ 1.861–7(c) and 1.863– 
3(c)(2). 

(4) Special rule for determining the 
source of gross income from services. To 

the extent a transaction characterized 
as the performance of a service con-
stitutes a space or ocean activity, as 
determined under paragraph (d)(2)(ii) of 
this section, the source of gross income 
derived from such transaction is deter-
mined under paragraph (b)(1) or (2) of 
this section. 

(5) Special rule for determining source 
of income from communications activity 
(other than income from international 
communications activity). Space and 
ocean activity, as defined in paragraph 
(d) of this section, includes activity 
that occurs in space or international 
water that is characterized as a com-
munications activity as defined in 
§ 1.863–9(h)(1) (other than international 
communications activity). The source 
of space and ocean income that is also 
communications income as defined in 
§ 1.863–9(h)(2) (but not space/ocean com-
munications income as defined in 
§ 1.863–9(h)(3)(v)) is determined under 
the rules of § 1.863–9(c), (d), and (f), as 
applicable, rather than under para-
graph (b) of this section. The source of 
space and ocean income that is also 
space/ocean communications income as 
defined in § 1.863–9(h)(3)(v) is deter-
mined under the rules of paragraph (b) 
of this section. See § 1.863–9(e). 

(c) Taxable income. When a taxpayer 
allocates gross income under paragraph 
(b)(1), (b)(2), (b)(3)(ii)(C), or (b)(4) of 
this section, the taxpayer must allo-
cate expenses, losses, and other deduc-
tions as prescribed in §§ 1.861–8 through 
1.861–14T to the class or classes of gross 
income that include the income so al-
located in each case. A taxpayer must 
then apply the rules of §§ 1.861–8 
through 1.861–14T to apportion properly 
amounts of expenses, losses, and other 
deductions so allocated to such gross 
income between gross income from 
sources within the United States and 
gross income from sources without the 
United States. 

(d) Space and ocean activity—(1) Defi-
nition—(i) Space activity. In general, 
space activity is any activity con-
ducted in space. For purposes of this 
section, space means any area not 
within the jurisdiction (as recognized 
by the United States) of a foreign coun-
try, possession of the United States, or 
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the United States, and not in inter-
national water. For purposes of deter-
mining space activity, the Commis-
sioner may separate parts of a single 
transaction into separate transactions 
or combine separate transactions as 
part of a single transaction. Paragraph 
(d)(3) of this section lists specific ex-
ceptions to the general definition of 
space activity. Activities that con-
stitute space activity include but are 
not limited to— 

(A) Performance and provision of 
services in space, as defined in para-
graph (d)(2)(ii) of this section; 

(B) Leasing of equipment located in 
space, including spacecraft (for exam-
ple, satellites) or transponders located 
in space; 

(C) Licensing of technology or other 
intangibles for use in space; 

(D) Production, processing, or cre-
ation of property in space, as defined in 
paragraph (d)(2)(i) of this section; 

(E) Activity occurring in space that 
is characterized as communications ac-
tivity (other than international com-
munications activity) under § 1.863– 
9(h)(1); 

(F) Underwriting income from the in-
surance of risks on activities that 
produce space income; and 

(G) Sales of property in space (see 
§ 1.861–7(c)). 

(ii) Ocean activity. In general, ocean 
activity is any activity conducted on 
or under water not within the jurisdic-
tion (as recognized by the United 
States) of a foreign country, possession 
of the United States, or the United 
States (collectively, in international 
water). For purposes of determining 
ocean activity, the Commissioner may 
separate parts of a single transaction 
into separate transactions or combine 
separate transactions as part of a sin-
gle transaction. Paragraph (d)(3) of this 
section lists specific exceptions to the 
general definition of ocean activity. 
Activities that constitute ocean activ-
ity include but are not limited to— 

(A) Performance and provision of 
services in international water, as de-
fined in paragraph (d)(2)(ii) of this sec-
tion; 

(B) Leasing of equipment located in 
international water, including under-
water cables; 

(C) Licensing of technology or other 
intangibles for use in international 
water; 

(D) Production, processing, or cre-
ation of property in international 
water, as defined in paragraph (d)(2)(i) 
of this section; 

(E) Activity occurring in inter-
national water that is characterized as 
communications activity (other than 
international communications activ-
ity) under § 1.863–9(h)(1); 

(F) Underwriting income from the in-
surance of risks on activities that 
produce ocean income; 

(G) Sales of property in international 
water (see § 1.861–7(c)); 

(H) Any activity performed in Ant-
arctica; 

(I) The leasing of a vessel that does 
not transport cargo or persons for hire 
between ports-of-call (for example, the 
leasing of a vessel to engage in re-
search activities in international 
water); and 

(J) The leasing of drilling rigs, ex-
traction of minerals, and performance 
and provision of services related there-
to, except as provided in paragraph 
(d)(3)(ii) of this section. 

(2) Determining a space or ocean activ-
ity—(i) Production of property in space or 
international water. For purposes of this 
section, production activity means an 
activity that creates, fabricates, manu-
factures, extracts, processes, cures, or 
ages property within the meaning of 
section 864(a) and § 1.864–1. 

(ii) Special rule for performance of serv-
ices—(A) General. Except as provided in 
paragraph (d)(2)(ii)(B) of this section, if 
a transaction is characterized as the 
performance of a service, then such 
service will be treated as a space or 
ocean activity in its entirety when any 
part of the service is performed in 
space or international water. Services 
are performed in space or international 
water if functions are performed, re-
sources are employed, or risks are as-
sumed in space or international water, 
regardless of whether performed by 
personnel, equipment, or otherwise. 

(B) Exception to the general rule. If the 
taxpayer can demonstrate the value of 
the service attributable to performance 
occurring in space or international 
water, and the value of the service at-
tributable to performance occurring 
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outside space and international water, 
then such service will be treated as 
space or ocean activity only to the ex-
tent of the activity performed in space 
or international water. The value of 
the service is attributable to perform-
ance occurring in space or inter-
national water to the extent the per-
formance of the service, based on all 
the facts and circumstances, is attrib-
utable to functions performed, re-
sources employed, or risks assumed in 
space or international water. In addi-
tion, if the taxpayer can demonstrate, 
based on all the facts and cir-
cumstances, that the value of the serv-
ice attributable to performance in 
space and international water is de 
minimis, such service will not be treat-
ed as space or ocean activity. 

(3) Exceptions to space or ocean activ-
ity. Space or ocean activity does not in-
clude the following types of activities: 

(i) Any activity giving rise to trans-
portation income as defined in section 
863(c). 

(ii) Any activity with respect to 
mines, oil and gas wells, or other nat-
ural deposits, to the extent the mines, 
wells, or natural deposits are located 
within the jurisdiction (as recognized 
by the United States) of any country, 
including the United States and its 
possessions. 

(iii) Any activity giving rise to inter-
national communications income as 
defined in § 1.863–9(h)(3)(ii). 

(e) Treatment of partnerships. This sec-
tion is applied at the partner level. 

(f) Examples. The following examples 
illustrate the rules of this section: 

Example 1. Space activity—activity occurring 
on land and in space. (i) Facts. S, a United 
States person, owns satellites in orbit. S 
leases one of its satellites to A. S, as lessor, 
will not operate the satellite. Part of S’s per-
formance as lessor in this transaction occurs 
on land. Assume that the combination of S’s 
activities is characterized as the lease of 
equipment. 

(ii) Analysis. Because the leased equipment 
is located in space, the transaction is defined 
in its entirety as space activity under para-
graph (d)(1)(i) of this section. Income derived 
from the lease will be sourced under para-
graph (b)(1) of this section. Under paragraph 
(b)(1) of this section, S’s space income is 
sourced outside the United States to the ex-
tent the income, based on all the facts and 
circumstances, is attributable to functions 

performed, resources employed, or risks as-
sumed in a foreign country or countries. 

Example 2. Space activity. (i) Facts. X is an 
Internet service provider. X offers a service 
that permits a customer (C) to connect to 
the Internet via a telephone call, initiated 
by the modem of C’s personal computer, to a 
control center. X transmits information re-
quested by C to C’s personal computer, in 
part using satellite capacity leased by X 
from S. X performs the uplink and downlink 
functions. X charges its customers a flat 
monthly fee. Assume that neither X nor S 
derive international communications income 
within the meaning of § 1.863–9(h)(3)(ii). In 
addition, assume that X is able to dem-
onstrate, pursuant to paragraph (d)(2)(ii)(B) 
of this section, the extent to which the value 
of the service is attributable to functions 
performed, resources employed, and risks as-
sumed in space. 

(ii) Analysis. Under paragraph (d)(2)(ii) of 
this section, the service performed by X con-
stitutes space activity to the extent the 
value of the service is attributable to func-
tions performed, resources employed, and 
risks assumed in space. To the extent the 
service performed by X constitutes space ac-
tivity, the source of X’s income from the 
service transaction is determined under 
paragraph (b) of this section. To the extent 
the service performed by X does not con-
stitute space or ocean activity, the source of 
X’s income from the service is determined 
under sections 861, 862, and 863, as applicable. 
To the extent that X derives space and ocean 
income that is also communications income 
within the meaning of § 1.863–9(h)(2), the 
source of X’s income is determined under 
paragraph (b) of this section and § 1.863–9(c), 
(d), and (f), as applicable, as provided in 
paragraph (b)(5) of this section. S derives 
space and ocean income that is also commu-
nications income within the meaning of 
§ 1.863–9(h)(2), and the source of S’s income is 
therefore determined under paragraph (b) of 
this section and § 1.863–9(c), (d), and (f), as ap-
plicable, as provided in paragraph (b)(5) of 
this section. 

Example 3. Services as space activity—de 
minimis value attributable to performance oc-
curring in space. (i) Facts. R owns a retail 
outlet in the United States. R engages S to 
provide a security system for R’s premises. S 
operates its security system by transmitting 
images from R’s premises directly to a sat-
ellite, and from the satellite to a group of S 
employees located in Country B, who mon-
itor the premises by viewing the transmitted 
images. The satellite is used as a medium of 
delivery and not as a method of surveillance. 
O provides S with transponder capacity on 
O’s satellite, which S uses to transmit those 
images. Assume that S’s transaction with R 
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is characterized as the performance of a serv-
ice. Assume that O’s provision of trans-
ponder capacity is also viewed as the provi-
sion of a service. Assume also that S is able 
to demonstrate, pursuant to § 1.863–9(h)(1), 
that the value of the transaction with R at-
tributable to communications activities is 
de minimis. 

(ii) Analysis. S derives income from pro-
viding monitoring services. S can dem-
onstrate, pursuant to paragraph (d)(2)(ii) of 
this section, that based on all the facts and 
circumstances, the value of S’s service trans-
action attributable to performance in space 
is de minimis. Thus, S is not treated as en-
gaged in a space activity, and none of S’s in-
come from the service transaction is space 
income. In addition, because S demonstrates 
that the value of the transaction with R at-
tributable to communications activities is 
de minimis, S is not required under § 1.863– 
9(h)(1)(ii) to treat the transaction as sepa-
rate communications and non-communica-
tions transactions, and none of S’s gross in-
come from the transaction is treated as com-
munications income within the meaning of 
§ 1.863–9(h)(2). O’s provision of transponder 
capacity is viewed as the provision of a serv-
ice. Based on all the facts and cir-
cumstances, the value of O’s service trans-
action attributable to performance in space 
is not de minimis. Thus, O’s activity will be 
considered space activity, pursuant to para-
graph (d)(2)(ii) of this section, to the extent 
the value of the services transaction is at-
tributable to performance in space (unless 
O’s activity in space is international commu-
nications activity). To the extent that O de-
rives communications income, the source of 
such income is determined under paragraph 
(b) of this section and § 1.863–9(b), (c), (d), and 
(f), as applicable, as provided in paragraph 
(b)(5) of this section. R does not derive any 
income from space activity. 

Example 4. Space activity. (i) Facts. L, a do-
mestic corporation, offers programming and 
certain other services to customers located 
both in the United States and in foreign 
countries. Assume that L’s provision of pro-
gramming and other services in this Example 
4 is characterized as the provision of a serv-
ice, and that no part of the service trans-
action occurs in space or international 
water. Assume that the delivery of the pro-
gramming constitutes a separate transaction 
also characterized as the performance of a 
service. L uses satellite capacity acquired 
from S to deliver the programming service 
directly to customers’ television sets. L per-
forms the uplink and downlink functions, so 
that part of the value of the delivery trans-
action derives from functions performed and 
resources employed in space. Assume that 
these contributions to the value of the deliv-
ery transaction occurring in space are not 
considered de minimis under paragraph 
(d)(2)(ii)(B) of this section. Customer C pays 

L to provide and deliver programming to C’s 
residence in the United States. Assume S’s 
provision of satellite capacity in this Exam-
ple 4 is viewed as the provision of a service, 
and also that S does not derive international 
communications income within the meaning 
of § 1.863–9(h)(3)(ii). 

(ii) Analysis. S’s activity will be considered 
space activity. To the extent that S derives 
space and ocean income that is also commu-
nications income under § 1.863–9(h)(2), the 
source of S’s income is determined under 
paragraph (b) of this section and § 1.863–9(c), 
(d), and (f), as applicable, as provided in 
paragraph (b)(5) of this section. On these 
facts, L’s activities are treated as two sepa-
rate service transactions: the provision of 
programming (and other services), and the 
delivery of programming. L’s income derived 
from provision of programming and other 
services is not income derived from space ac-
tivity. L’s delivery of programming and 
other services is considered space activity, 
pursuant to paragraph (d)(2)(ii) of this sec-
tion, to the extent the value of the delivery 
transaction is attributable to performance in 
space. To the extent that the delivery of pro-
gramming is treated as a space activity, the 
source of L’s income derived from the deliv-
ery transaction is determined under para-
graph (b)(1) of this section, as provided in 
paragraph (b)(4) of this section. To the ex-
tent that L derives space and ocean income 
that is also communications income within 
the meaning of § 1.863–9(h)(2), the source of 
such income is determined under paragraph 
(b) of this section and § 1.863–9(b), (c), (d), (e), 
and (f), as applicable, as provided in para-
graph (b)(5) of this section. 

Example 5. Space activity. (i) Facts. The 
facts are the same as in Example 4, except 
that L does not deliver the programming 
service directly but instead engages R, a do-
mestic corporation specializing in content 
delivery, to deliver by transmission its pro-
gramming. For all portions of a transmission 
which require satellite capacity, R, in turn, 
contracts out such functions to S. S per-
forms the uplink and downlink functions, so 
that part of the value of the delivery trans-
action derives from functions performed and 
resources employed in space. 

(ii) Analysis. L’s activity will not be con-
sidered space activity because none of L’s ac-
tivity occurs in space. Thus, L does not de-
rive any space and ocean income. L does, 
however, derive communications income 
within the meaning of § 1.863–9(h)(2). This is 
the case even though L does not perform the 
transmission function because L is paid by 
Customer C to transmit, and bears the risk 
of transmitting, the communications or 
data. To the extent that L’s activity consists 
in part of non-de minimis communications 
and non-de minimis non-communications ac-
tivity, each part of the transaction must be 
treated as a separate transaction and gross 
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income is allocated accordingly under § 1.863– 
9(h)(1)(ii). In addition, L must also allocate 
expenses, losses, and other deductions, for 
example, payments to R, to the class or 
classes of gross income that include the in-
come so allocated. R’s activity will not be 
considered space activity. Since R contracts 
out all of the functions involving satellite 
capacity to S, no part of R’s activity occurs 
in space. Thus, R does not derive any space 
and ocean income. R does, however, derive 
communications income within the meaning 
of § 1.863–9(h)(2). This is the case even though 
R does not perform the transmission func-
tion because R is paid by L to transmit, and 
bears the risk of transmitting, the commu-
nications or data. S’s activity will be consid-
ered space activity. To the extent that S de-
rives space and ocean income that is also 
communications income within the meaning 
of § 1.863–9(h)(2), the source of such income is 
determined under paragraph (b) of this sec-
tion and § 1.863–9(b), (c), (d), (e), and (f), as ap-
plicable, as provided in paragraph (b)(5) of 
this section. 

Example 6. Space activity—treatment of land 
activity. (i) Facts. S, a United States person, 
offers remote imaging products and services 
to its customers. In year 1, S uses its sat-
ellite’s remote sensors to gather data on cer-
tain geographical terrain. In year 3, C, a con-
struction development company, contracts 
with S to obtain a satellite image of an area 
for site development work. S pulls data from 
its archives and transfers to C the images 
gathered in year 1, in a transaction that is 
characterized as a sale of the data. S’s 
rights, title, and interest in the data pass to 
C in the United States. Before transferring 
the images to C, S uses computer software in 
its land-based office to enhance the images 
so that the images can be used. 

(ii) Analysis. The collection of data and cre-
ation of images in space is characterized as 
the creation of property in space. Because S 
both produces and sells the data, S must al-
locate gross income from the sale of the data 
between production activity and sales activ-
ity under the 50/50 method of paragraph 
(b)(3)(ii)(A). The source of S’s income allo-
cable to production activity is determined 
under paragraph (b)(3)(ii)(C) of this section 
because production activities occur both in 
space and on land. The source of S’s income 
attributable to sales activity is determined 
under paragraph (b)(3)(ii)(D) of this section 
(by reference to § 1.863–3(c)(2)) as U.S. source 
income because S’s rights, title, and interest 
in the data pass to C in the United States. 

Example 7. Use of intangible property in 
space. (i) Facts. X acquires a license to use a 
particular satellite slot or orbit, which X 
sublicenses to C. C pays X a royalty. 

(ii) Analysis. Because the royalty is paid 
for the right to use intangible property in 
space, the source of the royalty paid by C to 

X is determined under paragraph (b) of this 
section. 

Example 8. Performance of services. (i) Facts. 
E, a domestic corporation, operates sat-
ellites with sensing equipment that can de-
termine how much heat and light particular 
plants emit and reflect. Based on the data, E 
will provide F, a U.S. farmer, a report ana-
lyzing the data, which F will use in growing 
crops. E analyzes the data from offices lo-
cated in the United States. Assume that E’s 
combined activities are characterized as the 
performance of services. 

(ii) Analysis. Based on all the facts and cir-
cumstances, the value of E’s service trans-
action attributable to performance in space 
is not de minimis. Thus, E’s activities will be 
considered space activities, pursuant to 
paragraph (d)(2)(ii) of this section, to the ex-
tent the value of E’s service transaction is 
attributable to performance in space. To the 
extent E’s service transaction constitutes a 
space activity, the source of E’s income de-
rived from the service transaction will be de-
termined under paragraph (b)(4) of this sec-
tion, by reference to paragraph (b)(1) of this 
section. To the extent that E’s service trans-
action does not constitute a space or ocean 
activity, the source of E’s income derived 
from the service transaction is determined 
under sections 861, 862, and 863, as applicable. 

Example 9. Separate transactions. (i) Facts. 
The same facts as Example 8, except that E 
provides the raw data to F in a transaction 
characterized as a sale of a copyrighted arti-
cle. In addition, E provides an analysis in the 
form of a report to F. The price F pays E for 
the raw data is separately stated. 

(ii) Analysis. To the extent that the provi-
sion of raw data and the analysis of the data 
are each treated as separate transactions, 
the source of income from the production 
and sale of data is determined under para-
graph (b)(3)(ii) of this section. The provision 
of services would be analyzed in the same 
manner as in Example 8. 

Example 10. Sale of property in international 
water. (i) Facts. T purchased and owns trans-
atlantic cable that lies in international 
water. T sells the cable to B, with T’s rights, 
title, and interest in the cable passing to B 
in international water. Assume that the 
transatlantic cable is not inventory property 
within the meaning of section 1221(a)(1). 

(ii) Analysis. Because T’s rights, title, and 
interest in the property pass to B in inter-
national water, the sale takes place in inter-
national water under § 1.861–7(c), and the sale 
transaction is ocean activity under para-
graph (d)(1)(ii) of this section. The source of 
T’s sales income is determined under para-
graph (b)(3)(i) of this section, by reference to 
paragraph (b)(1) or (2) of this section. 

Example 11. Sale of property in space. (i) 
Facts. S, a United States person, manufac-
tures a satellite in the United States and 
sells it to a customer who is not a United 
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States person. S’s rights, title, and interest 
in the satellite pass to the customer in 
space. 

(ii) Analysis. Because S’s rights, title, and 
interest in the satellite pass to the customer 
in space, the sale takes place in space under 
§ 1.861–7(c), and the sale transaction is space 
activity under paragraph (d)(1)(i) of this sec-
tion. The source of income derived from the 
sale of the satellite in space is determined 
under paragraph (b)(3)(ii) of this section, 
with the source of income allocable to pro-
duction activity determined under para-
graphs (b)(3)(ii)(A) and (B) of this section, 
and the source of income allocable to sales 
activity determined under paragraphs 
(b)(3)(ii)(A) and (D) of this section. Under 
paragraph (b)(1) of this section, S’s space in-
come is sourced outside the United States to 
the extent the income, based on all the facts 
and circumstances, is attributable to func-
tions performed, resources employed, or 
risks assumed in a foreign country or coun-
tries. 

Example 12. Sale of property in space. (i) 
Facts. S has a right to operate from a par-
ticular position (satellite slot or orbit) in 
space. S sells the right to operate from that 
position to P. Assume that the sale of the 
satellite slot is characterized as a sale of 
property and that S’s rights, title, and inter-
est in the satellite slot pass to P in space. 

(ii) Analysis. The sale of the satellite slot 
takes place in space under § 1.861–7(c) because 
S’s rights, title, and interest in the satellite 
slot pass to P in space. The sale of the sat-
ellite slot is space activity under paragraph 
(d)(1)(i) of this section, and income or gain 
from the sale is sourced under paragraph 
(b)(3)(i) of this section, by reference to para-
graph (b)(1) or (2) of this section. 

Example 13. Source of income of a foreign per-
son. (i) Facts. FP, a foreign corporation that 
is not a CFC, derives income from the oper-
ation of satellites. FP operates ground sta-
tions in the United States and in foreign 
Country FC. Assume that FP is considered 
engaged in a trade or business within the 
United States based on FP’s operation of the 
ground station in the United States. 

(ii) Analysis. Under paragraph (b)(2)(iii) of 
this section, FP’s space income is sourced in 
the United States to the extent the income, 
based on all the facts and circumstances, is 
attributable to functions performed, re-
sources employed, or risks assumed within 
the United States. 

Example 14. Source of income of a foreign per-
son. (i) Facts. FP, a foreign corporation that 
is not a CFC, operates remote sensing sat-
ellites in space to collect data and images 
for its customers. FP uses an independent 
agent, A, in the United States who provides 
marketing, order-taking, and other customer 
service functions. Assume that FP is consid-
ered engaged in a trade or business within 

the United States based on A’s activities on 
FP’s behalf in the United States. 

(ii) Analysis. Under paragraph (b)(2)(iii) of 
this section, FP’s space income is sourced in 
the United States to the extent the income, 
based on all the facts and circumstances, is 
attributable to functions performed, re-
sources employed, or risks assumed within 
the United States. 

(g) Reporting and documentation re-
quirements—(1) In general. A taxpayer 
making an allocation of gross income 
under paragraph (b)(1), (b)(2), 
(b)(3)(ii)(C), or (b)(4) of this section 
must satisfy the requirements in para-
graphs (g)(2), (3), and (4) of this section. 

(2) Required documentation. In all 
cases, a taxpayer must prepare and 
maintain documentation in existence 
when its return is filed regarding the 
allocation of gross income and alloca-
tion and apportionment of expenses, 
losses, and other deductions, the meth-
odologies used, and the circumstances 
justifying use of those methodologies. 
The taxpayer must make available 
such documentation within 30 days 
upon request. 

(3) Access to software. If the taxpayer 
or any third party used any computer 
software, within the meaning of sec-
tion 7612(d), to allocate gross income, 
or to allocate or apportion expenses, 
losses, and other deductions, the tax-
payer must make available upon re-
quest— 

(i) Any computer software executable 
code, within the meaning of section 
7612(d), used for such purposes, includ-
ing an executable copy of the version of 
the software used in the preparation of 
the taxpayer’s return (including any 
plug-ins, supplements, etc.) and a copy 
of all related electronic data files. 
Thus, if software subsequently is up-
graded or supplemented, a separate 
executable copy of the version used in 
preparing the taxpayer’s return must 
be retained; 

(ii) Any related computer software 
source code, within the meaning of sec-
tion 7612(d), acquired or developed by 
the taxpayer or a related person, or 
primarily for internal use by the tax-
payer or such person rather than for 
commercial distribution; and 

(iii) In the case of any spreadsheet 
software or similar software, any for-
mulae or links to supporting work-
sheets. 
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(4) Use of allocation methodology. In 
general, when a taxpayer allocates 
gross income under paragraph (b)(1), 
(b)(2), (b)(3)(ii)(C), or (b)(4) of this sec-
tion, it does so by making the alloca-
tion on a timely filed original return 
(including extensions). However, a tax-
payer will be permitted to make 
changes to such allocations made on 
its original return with respect to any 
taxable year for which the statute of 
limitations has not closed as follows: 

(i) In the case of a taxpayer that has 
made a change to such allocations 
prior to the opening conference for the 
audit of the taxable year to which the 
allocation relates or who makes such a 
change within 90 days of such opening 
conference, if the IRS issues a written 
information document request asking 
the taxpayer to provide the documents 
and such other information described 
in paragraphs (g)(2) and (3) of this sec-
tion with respect to the changed allo-
cations and the taxpayer complies with 
such request within 30 days of the re-
quest, then the IRS will complete its 
examination, if any, with respect to 
the allocations for that year as part of 
the current examination cycle. If the 
taxpayer does not provide the docu-
ments and information described in 
paragraphs (g)(2) and (3) of this section 
within 30 days of the request, then the 
procedures described in paragraph 
(g)(4)(ii) of this section shall apply. 

(ii) If the taxpayer changes such allo-
cations more than 90 days after the 
opening conference for the audit of the 
taxable year to which the allocations 
relate or the taxpayer does not provide 
the documents and information with 
respect to the changed allocations as 
requested in accordance with para-
graphs (g)(2) and (3) of this section, 
then the IRS will, in a separate cycle, 
determine whether an examination of 
the taxpayer’s allocations is warranted 
and complete any such examination. 
The separate cycle will be worked as 
resources are available and may not 
have the same estimated completion 
date as the other issues under examina-
tion for the taxable year. The IRS may 
ask the taxpayer to extend the statute 
of limitations on assessment and col-
lection for the taxable year to permit 
examination of the taxpayer’s method 
of allocation, including an extension 

limited, where appropriate, to the tax-
payer’s method of allocation. 

(h) Effective date. This section applies 
to taxable years beginning on or after 
December 27, 2006. 

[T.D. 9305, 71 FR 77603, Dec. 27, 2006] 

§ 1.863–9 Source of income derived 
from communications activity 
under section 863(a), (d), and (e). 

(a) In general. Income of a United 
States or a foreign person derived from 
each type of communications activity, 
as defined in paragraph (h)(3) of this 
section, is sourced under the rules of 
this section, notwithstanding any 
other provision including sections 861, 
862, 863, and 865. Notwithstanding that 
a communications activity would qual-
ify as space or ocean activity under 
section 863(d) and the regulations 
thereunder, the source of income de-
rived from such communications activ-
ity is determined under this section, 
and not under section 863(d) and the 
regulations thereunder, except to the 
extent provided in § 1.863–8(b)(5). 

(b) Source of international communica-
tions income—(1) International commu-
nications income derived by a United 
States person. Income derived from 
international communications activity 
(international communications in-
come) by a United States person is one- 
half from sources within the United 
States and one-half from sources with-
out the United States. 

(2) International communications in-
come derived by foreign persons—(i) In 
general. International communications 
income derived by a person other than 
a United States person is, except as 
otherwise provided in this paragraph 
(b)(2), wholly from sources without the 
United States. 

(ii) International communications in-
come derived by a controlled foreign cor-
poration. International communica-
tions income derived by a controlled 
foreign corporation within the meaning 
of section 957 (CFC) is one-half from 
sources within the United States and 
one-half from sources without the 
United States. 

(iii) International communications in-
come derived by foreign persons with a 
fixed place of business in the United 
States. International communications 
income derived by a foreign person, 
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